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Economic incentives for agricultural cooperatives to lease capital assets such as
structures, machinery, equipment, and other depreciable items are explored and
illustrated. Selected aspects of lease contracts are reviewed. The lease or purchase
problem is analyzed using capital budgeting (discounted cash flow) and whole-
firm financial simulation methods. Results for a case farmer cooperative situation
are compared under pre- and post-1986 Tax Reform Act rules and various interest
rate and lease rate conditions. The analyses suggest that the attractiveness of
facility leasing for cooperatives has declined in the post-1986 period. However,
leasing will likely continue to be used selectively by farmer cooperatives.
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Preface

Leasing is an economic alternative to traditional debt financing of capital invest-
ments. Leasing provides the use of, and usually the option to acquire, capital
assets. For agricultural cooperatives, certain changes in the economy might force
cooperatives to try to selectively improve both cash flow and profit performance
through use of long-term capital leasing arrangements. The economic incentives
for agricultural cooperatives to lease structures, machinery, equipment, and other
depreciable assets are primarily financial and tax-related issues. The advantages
of leasing such capital assets depend on a careful analysis of the options and
terms that are available.

This study had two primary objectives: (1) to identify the economic incentives
for agricultural cooperatives to use finance (capital) leases, and (2) to evaluate the
relative economic advantages and impacts of finance leases at the project and
whole-firm levels using an agricultural cooperative illustration.

This report attempts to provide a background on leasing activities in agriculture,
a discussion of lease contracts and concepts, and a set of illustrations that provide
direction to cooperative managers on what to consider when evaluating a lease.

The authors are indebted to numerous individuals for their assistance during the
development of this report. They are Edward Barchenger, Vicki Knapp, Douglas
Leicht, and Kenneth Reiners at Farm Credit Leasing Services Corporation; Bruce
Hatteberg of Harvest States Cooperatives; Frank Smith at the University of Minne-
sota; Donald Scott at North Dakota State University; and Charles Kraenzle, Jeffrey
Royer, and Donald Frederick at Agricultural Cooperative Service. Susan Pohlod
provided excellent typing support on earlier drafts and the final report. This
project was completed under cooperative research agreement 58-3J31-4-1010
between North Dakota State University and Agricultural Cooperative Service.
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Highlights

Leasing Activity

Concern about the financial condition and performance of agricultural coopera-
tives has increased because of the farm sector recession of the early and mid-
1980’s. Escalating debt levels and in‘erest expense are contributing factors to the
erosion of cooperative income. Both the decline of internally generated equity
and reliance on debt financing increase the exposure of agricultural cooperatives
to financial risk. Under such conditions, cooperative managers and directors need
to consider the potential for alternative financial arrangements to rebuild and
stabilize cooperatives. Leasing is one such financial option.

The use of leasing by agricultural cooperatives is small and has grown at a slower
pace when compared with that observed in the computer, transportation, and tele-
communications industries. The reasons for this slower growth appear to be a
lack of:

® acceptance of leasing by agricultural managers, with a traditional preference for
debt-financed ownership,

® knowledge by small potential agricultural lessees concerning the advantages,
and how to evaluate the financial impacts, of leasing, and

® widespread lessor familiarity with agriculture’s capital nceds, and a
corresponding lack of available leasing services in rural areas.

As a result, only large cooperatives tend to be users of financial leases and related
purchase-leaseback arrangements.

Large cooperatives typically negotiate larger lease deals through national leasing
companies and regional commercial banks, where leasing expertise exists. The
leasing needs of large, regional farmer cooperatives tend to be similar to their non-
agricultural, corporate counterparts. Therefore, leasing services have tended to be
more easily adapted to large cooperative situations. Financial performance and
documentation of large regional cooperatives also tend to be more acceptable to
large leasing entities, as compared with the financial picture presented by small
farmer cooperatives. Another reason for less use of financial leasing by small
cooperatives is the relative absence of leasing services in rural business communi-
ties. Finally, where large cooperative financial managers have sought out leasing
opportunities, small farmer cooperative managers have often lacked management
experience and rejected leasing in favor of traditional debt-financing arrange-
ments.

The lease-financing option is explored in two related ways: Tirst, the incentives
to leasing that represent the basic underlying reasons for leasing an asset (as
opposed to debt financing or a cash purchase). These incentives include im-
proved financial risk control through diversified financing, increased cooperative
profitability, and the cooperative’s own management of cash and working capital.
Second, analysis of the conditions that potentially favor leasing requires the usc of
capital budgeting techniques to adequately compare leasing and debt-financed
purchase of capital assets. Alternatively, a simulation analysis can be used to
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Capital Budgeting
and Simulation

compute the financial impacts on both future cooperative financial performance
and patron benefits. Systematic analysis of these conditions requires that cash
flows be evaluated in terms of profitability and feasibility of each financing
choice under a variety of assumptions.

Leasing as a financial choice is investigated under two sets of economic condi-
tions—those prevailing in 1985 and those in 1987 (to represent pre- and post-
1986 Tax Reform Act conditions). Results from capital budgeting confirm similar
analyses that have appeared in the applied leasing literature. Sensitivity analysis
is performed on a case lease using the 1985 capital budgeting model. Results
from the 1985 analysis indicate that while the base lease situation faced by the
cooperative slightly favored debt financing at all tax rate levels, variations in the
interest rate on borrowed funds and potential nonuse of investment tax credit
(ITC) were sufficiently large to support the cooperative’s actual decision to lease.
In this regard, opposing changes in interest rates, tax rates, and lease rates can be
potentially more important than (and different from) single-factor effects. For
example, the availability of a slightly lower interest rate on debt can be com-
pletely offset by the inability to use the ITC generated by purchasing, thus making
the lease attractive.

Results from the 1987 capital budgeting model are similar to those obtained with
the 1985 model. However, debt financing for 1987 appears to be more highly
favored given the elimination of the ITC and decline of interest rates. In this
economic environment, a slight reduction in the lease rate makes the lease rea-
sonably competitive with the debt-financing alternative. Capital budgeting
results are shown to provide useful information to cooperative decisionmakers
regarding the most profitable financing choice. Moreover, capital budgeting
allows the cooperative manager to consider which factors are most critical to the
financing choice.

Simulation results indicate that leasing versus debt financing can be evaluated by
their impacts on future cooperative financial performance and the stream of
patron benefits. Patron benefits (especially cash refunds) are shown to be quite
sensitive to the lease rate, patron tax rates, and interest rate levels. A lower
interest rate is highly favorable to patron cash refunds with (or without) the lease.
A lower lease rate provides a similar but smaller effect when the lease-financing
option is selected (the lease is only 10 percent of the modeled capital structure).
Other patron benefits (retirement of member debt and the revolving fund) re-
spond similarly to cash refunds when rate adjustments are made.

Debt financing is found to produce the highest present value of patron benefits in
all situations that are simulated. However, cooperative financial performance
varies depending on the model being used. The 1985 model produces stronger
cooperative financial performance with the lease when interest rates were al-
lowed to rise, business rates of return and business volume were declining, and



Future Cooperative
Leasing

the annual lease rate was held constant. In sharp contrast, the 1987 model indi-
cates that debt financing produces higher cooperative net savings and cash
availability in all situations that are analyzed. This consistent result under a
range of assumptions suggests that the attractiveness of selected leases (such as
the facility lease modeled here) has declined in the post-1986 (Tax Reform Act)
period.

The future use of leasing by agricultural cooperatives remains uncertain. First,
changes in tax and financial market conditions, volatile financial performance,
and the availability of alternative interest rate pricing arrangements through
banks for cooperatives have reduced the incentives for small cooperatives to
engage in facility leases. However, small-to middle-sized farmer cooperatives
continue to successfully use leases to finance vehicles and other “rolling-stock”
capital investments.

Second, farmer cooperatives are recovering from a difficult financial era, and both
reorganization and restructuring are occurring. The scenario of rising interest
rates on loans, falling returns on cooperative assets, constant business volume,
and market-level lease rates (simulated in the 1987 model in this report) result in
a high probability that a business plan for expansion will be financially infeasible
under both debt and lease financing. As cooperatives emerge from the mid-
1980’s period and experience improved financial conditions, caution needs to be
exercised regarding asset acquisitions. Additional economic analysis of the
financial returns and risk is advisable before assuming new lease and debt obliga-
tions.

The “leasing is dead” view expressed by some observers tends not to be generally
correct for large cooperatives. Large cooperatives continue to negotiate leases and
lease-purchase deals. Several cooperatives are in the process of selective finan-
cial restructuring, and others are developing joint ventures where lease financing
is playing a role. A financial lease will likely continue to be the higher cost alter-
native for most farmer cooperatives, and better-than-average leases will be re-
quired to be competitive with debt-financed purchases, as long as interest rates
remain relatively low and stable. The methods of analysis presented in this study
are important for cooperative decisionmakers to use in identifying profitable
leasing opportunities.

This report does not address the broader issue of combining leases and/or term
debt with nonqualified notices of allocation. Additional research could produc-
tively focus on how to develop financing strategies that increase the present value
of future patron benefits under alternative assumptions about the future course of
interest rates, tax rates, tax benefits of ownership, lease rates, and cooperative
carnings. Presumably, a cooperative gains additional financial flexibility and
generates greater benefits to patrons if all three financing options are jointly
considered.
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Introduction

Public concern about the financial condition of agri-
cultural cooperatives and other agribusiness firms
has increased as a result of the farm sector economic
recession during the early and mid-1980’s. Farmer
cooperatives participated in that recession because
of their reliance on farm sector sales and profitabil-
ity. Reduced farm earnings have been reflected in
the impaired earnings (net margins) of farmer coop-
eratives between 1980 and 1984 (Rayer, 1985). The
problem has been documented as more critical
among cooperatives that carry relatively heavy debt
loads (Ginder et al., 1985).

Turner {1985) compared the 1984-85 financial audits
of 480 grain and farm supply cooperatives in the
Omaha Farm Credit District. Thirty-five percent (170
firms) reported operating losses, and 65 percent (310
firms) reported net savings. One of the more signifi-
cant contrasts between these two groups was the
high average term-debt/equity capital ratio reported
by the cooperatives with losses and the low leverage
ratio reported by profitable cooperatives.

The escalation of both debt levels and interest
expense has been one of the major factors contribut-
ing to the selective erosion of cooperative profits. In
addition, the recession in agriculture has reduced

the ability of farmers to invest funds in their coop-
eratives. The combination of these events raises
questions about how cooperatives will be capitalized
in the future.

Boehlje and Pederson (1988) suggest that one of the
major lessons to be learned from financial stress of
the 1980’s is that the financial base of agriculture is
too narrow. Heavy reliance has been placed on
internally generated equity and debt financing. Asa
consequence, the exposure to, and consequences of,
financial risk are great for farm and agribusiness
firms. They argue that agricultural managers,
financial institutions, and policy makers need to
consider the potential for new financial arrange-
ments and instruments in the mix of alternatives
used to rebuild and stabilize the financial position of
agricultural businesses. Leasing of production assets
is part of that array of financing options.

This study looks at the past, present, and future role
of leasing in financing agricultural cooperative
investments. This report also investigates the
impacts which selective changes in the federal tax
law during 1986 will have on leasing and its attrac-
tiveness to farmer cooperatives.



Figure 1a Types of Equipment Under Financing Lease Arrangements, 1983-1987.

Percent of New Lease Volume
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Figure 1b Types of Equipment Under Leveraged Lease Arrangements,1983-1987.
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Background on Leasing Activity

Generally, leasing (including agricultural leasing)
has been increasing during the 1980’s. The Depart-
ment of Commerce estimates that about $90.6 billion
in equipment was purchased for lease in the United
States during 1987. That represents about 29 percent
of all business investment in durable capital equip-
ment (American Association of Equipment Lessors,
1988). Despite the loss of investment tax credit and
the introduction of the alternative minimum tax
(AMT), the outlook for aggregate U.S. leasing volume
is that it would reach $108 billion in 1987 (Berg).

In contrast, agricultural equipment has not been
among the active areas in this growing industry.
Figures 1a and 1b indicate that direct (financing) and
leveraged leases of agricultural equipment have
accounted for a small percentage of total new leasing
business volume during 1983-87 (American Associa-
tion of Equipment Lessors, 1988). Computers,
aircraft, and telecommunications remained the
dominant forms of leased equipment, through 1987.
Leveraged leasing of computers declined dramati-
cally in 1987 (fig. 1b).

Reasons for the lack of past agricultural leasing
activity can be suggested along three lines: (1) lack
of acceptance of this form of financing by agricul-
tural decisionmakers because of traditional prefer-
ences for ownership, (2) lack of knowledge of poten-
tial agricultural lessees about the advantages of
leasing, and (3) lack of lessor familiarity with agri-
culture’s capital needs, and the perception that
agricultural firms (farms and cooperatives) are not a
growth market.

Use of capitalized financial leases has occurred
primarily among the largest 100 cooperatives, with
31 using leasing in 1986 to provide 6.8 percent of
their total borrowed capital {Davidson and Kane,
1987, 1988). Although the volume of agricultural
leasing has been small relative to the total industry,
the range of assets leased by agricultural firms is
quite extensive, For example, equipment directly
leased includes automobiles, light-duty trucks,
tractors, fertilizer equipment, trailers, forklifts, plant
equipment, storage tanks, and an array of other
miscellaneous small equipment. Mid-size and larger

scale leased assets include computers, transportation
equipment, processing equipment, office buildings,
warehouses, grain elevators, service facilities,
railroad cars, and storage facilities.

As part of the growth in agricultural leasing activity,
10 of the 12 district banks of the Farm Credit System
(FCS) jointly acquired the Interregional Service
Corporation (ISC) in 1984. Between 1971 and 1984,
ISC had served the leasing needs of Midwest and
Southeast regional cooperatives and their affiliates.
The new leasing entity, Farm Credit Leasing Services
Corporation (FCL), expanded the range of leasing
services beyond what ISC had provided.

FCL provided direct leases through 1986, by which
investment tax credits were “passed through” to
cooperative leases. FCL continues to provide tax-
oriented leases, but ownership is retained by FCL
and the capital item is leased to the cooperative for
an annual rental fee. FCL provides direct finance
and leveraged lease services and syndicates leases
for the FCS. The majority of FCL’s leasing volume is
in the form of operating leases. Property under oper-
ating lease contracts was $86.3 million in 1985,
$74.8 million in 1986, and $87.4 million in 1987
(Farm Credit Leasing Services). Net investment in
direct finance leases increased from about $7.5
million in 1984 to nearly $16 million in 1985, $33.8
million in 1986, and $52.8 million in 1987.

FCL’s equipment lease portfolio in 1986 and 1987
was dominated by autos, trucks, and truck trailers
and bodies (fig. 2a). The geographic distribution of
FCL’s 1987 lease portfolio is illustrated in fig. 2b.
The St. Paul and Columbia Farm Credit Districts
account for the largest shares of FCL’'s lease volume.
A majority of FCL’s lease volume was under fixed-
rate leasing arrangements (68 percent) in 1987.
Variable-rate leases accounted for the remaining 32
percent of lease value.

Prior to 1986, the Farm Credit System’s banks for co-
operatives (BC’s) became an active lessor to coopera-
tives. The St. Paul BC tripled its direct lease and
leveraged lease loan volumes between 1984 and
1985, reflecting the selective growth in tax-oriented
leasing business in the Seventh Farm Credit District.
A significant proportion of the BC’s 1984-85 lease



